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FOREWORD 
This paper has three objectives. 
The first is to crystalize the meaning of gross 
income as it has developed in the law of federal income 
taxation. The law of federal income taxation includes the 
federal tax law itself (as codified in the Internal Revenue 
Code of 1954) and the follm.ving, which interpret it: 
Court decisions 
Treasury Department Regulations 
Treasury Department rulings 
Internal Revenue Service rulings 
Income tax information releases issued by 
the Treasury Department. 
This objective is accomplished in several steps. 
In the first place, the subject, gross income, is restricted 
in scope to a consideration of major income items pertaining 
to individual taxpayers and small, non-complex corporations. 
Secondly, the composition of gross income is traced from the 
early Supreme Court definition to the current statutory defi-
nition (Parts I A, Band C). Thirdly, principal items of 
gross income are listed in Par t I D. 
The second objective is to explain, in detail, tWJ 
accepted methods of reporting gross income. This comprises 
Part II of t he paper. 
The third objective is to demonstrate that this 
area of federal income taxation is substantiated, in part, 
5 
by generally accepted financial accounting principles. In 
Parts I and II correlative principles are integrated into 
the subject matter. Appendix A enumerates several reasons 
for the lack of full absorption of these principles into 
the tax law. Despite partial absorption, it is hoped that 
by accomplishing this objective, the reader will be aware 
that there is considerable agreement between tax accounting 
rules and financial accounting rules. 
6 
I. DETERMINATION OF GROSS I NCOME 
A. Legal Definition of Gross Income 
1. Supreme Court Definition 
The decision in the celebrated Eisner case* of 
1920 contained the first Supreme Court definition of income. 
The definition still stands judging from a co~ment recently 
made to the effect that the Court never expressly has de-
parted from it, although it has been enlarged in specific 
cases and restricted in others as the complexion of business 
c hanged from an early cash basis to the accrual and instal-
ment methods of reporting. 
That Court in 1920 stated that income is "the 
gain derived from capital, labor or both combined, provided 
it be understood to include profit gained t hrough the sale 
or conversion of capital assets." 
2 . Definition Under the Internal Revenue Code of 1954 
Under the Internal Revenue Code of 1954, the 
concept of income, broadly defined, means all wealth which 
flm..;s into the taxpayer other than as a mere return of 
capital. Section 39.21-1 of this Code contains. almost 
exactly, the definition proposed by the Supreme Court in 
the Eisner case by stating that income 11 includ~s the gain 
derived from capital, from labor, or both combined, as well 




Subject to certain restrictions and modifica-
tions, income, thus described, inc l udes gains from f i nancial 
transactions, salaries, fees, profits from businesses, 
interest, rents and dividends. 
3. Its Meaning in Financial Accounting 
The American Institute of Certified ~ublic Ac-
countants in its Accounting Research Bulletins 1 and 43 
has stated that "basically, income is realized gain." This 
supplements the tax concept in that the emphasis is upon 
gain being realized. 
The accounting concept requires that before gain 
is recognized as income in the accounts, it must be earned. -~:-
It can not be regarded as earned until an increment thereof 
ha s been realized (e.g., the furnishing of the commodity 
or service to the buyer) or until such realization is reason-
ably assured. 
This idea has not been incorporated fully into the 
income tax law. The following items of income, -:~-:} not earned 
upon receipt but scheduled to be earned in future taxable 
years (and, therefore, not realized gain) are taxed upon 
receipt to taxpayers on an accrual basis: 
a. Most prepaid rentals. 
b. Most prepaid service charges. 
c. R':)yal ties rece i ved by coal mining companies on 
~~1,4, P• 427 • 
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coal mined the following year. 
d. Receipts from the sale of tickets and tokens good 
for transportation in the following year. 
e. Tuition received in advance, instruction to be 
furnished in a succeeding taxable year. 
B. Gain Constituting Gross Income 
1. 11 Return of Capital" Concept. 
In order to be taxable, gain, under the first 
requirement, must proceed from capital. It must be 
distinct from capital and separately identified. 
There is no definition of capital per se in t he 
Internal Revenue Code of 1954., but the phrase "return of 
capital" is frequently used. Generally~ this is interpreted 
to mean that the taxpayer is entitled, tax free, to an 
amount equal to the adjusted cost paid for the asset(s) 
involved in a taxable sale or exchange. The taxpayer is 
entitled to a tax free return of capital and is reasonably 
assured that only the gain will be taxed. The gain is com-
puted by deducting from the total proceeds of the taxable 
sale or exchange the adjusted basis. The computation of ad-
justed basis is explained in the following paragraph. 
"Cost paid, 11 mentioned above, refers to the amount 
paid out, either in cash or fair market value of property., 
for the separate balance sheet assets such as land, buildings, 
machinery, equipment., inventories, securities, patent 
rights and productive processes. If these assets were 
acquired in a taxable exchange or by direct purchase, the 
original cost paid out represents the unadjusted basis. 
For property acquired by bequest, inheritance or by gift 
before January 1, 1921, the unadjusted basis becomes the 
fair market value at a specified date. The same applies 
to property acquired by gift after December 31, 1920, or 
property received from a tax free exchange or involuntary 
conversion. This type of unadjusted basis is a substituted 
basis; that is, it is a value determined from another 
person's basis or from other property. 
The unadjusted basis is increased by proper 
capital expenditures chargeable to the asset account. 
Additions, improvements, replacements and betterments that 
produce an appreciable increase in value or extend the lif~ 
of an asset over several accounting periods are acceptable 
expenditures of this type. Ordinary operating expenses 
are not capitalized. These are expenses needed to keep 
assets in efficient operating condition. They inc l ude such 
expenses as maintenance and repair costs attributed to ma-
chinery, equipment and buildings, and sales discounts related 
to inventories. These are not capitalized under the income 
tax rules or in proper financial accounting treatment. 
Under certain conditions, the tax law permits 
capitalization of designated circulation expenses for publish-
ers of periodicals. The same provision of the Code permits 
real property taxes and related carrying charges to be 
similarly capitalized. Normally , t hese would be charged as 
expenses in the period paid or accrued. 
The unadjusted basis is reduced by capital losses 
and charges for depreciation, obsolescence, amortization 
and depletions. If inadequate depreciation was recorded 
by a taxpayer in one year, the basis would be reduced by 
the correct amount and, unless prompt adjustment was made 
by the taxpayer, the difference would be lost as a de-
duction. If excess i ve depreciation is taken in a particular 
year, t he basis would be adjusted to the correct amount and 
future depreciation deductions would be correspondingly 
reduced. 
The basis, once adjusted, represents capital. If 
the proper value of capital is to be maintained, the capital 
adjustments mentioned previously must be carried out con-
tinuously. Such adjustments affect the amount of gains re-
ported as income. Inadequate depreciation taken on a business 
building results in an inflated carrying value. If the 
building is sold, a larger profit than book profit is re-
portable for tax purposes. In regard to dividends, it is 
possible for a dividend check to contain an element of 
capital return in addition to the income. This constitutes 
an impainnent of the issuing company's capital. If this 
element is not used to reduce the book value of the security, 
excessive dividend income is inaccurately returned and taxed. 
A similar example can be made for a rental payment containing 
1~ 
reimbursements for broken fixtures, depreciation and 
tangible property losses. ~he proceeds from the sale of 
corporation bonds may contain accrued interest which, if 
not set up in a separate interest receivable account, 
would inflate the book value of the securi ties to the new 
owner and, subsequently, reduce the reportable gain upon 
disposition. These point out the fact that a knowledge 
of basic accounting principles and the related income 
tax rules is required ln order to effect the first maxim 
for taxable gain: that it proceed from capital, be dis-
tinct from capital and be separately identified. 
2. Severance Theory of Gross Income 
This theory supports t he maxim that gain, to be 
taxabl e, must, in the first instance, proceed from capital. 
It originated in the decision of the ~isner-Macomber case. 
The question before the Supreme Court was whether 
a stock dividend in the same class of shares as those upon 
which the dividend was issued comtituted i ncome to t he 
recipient and, therefore, taxable. The Court stated that 
it was not i ncome. 
The principal reason suppor ting the decision was 
that the stockholder had t he same propor tionate interest of 
ownership after the dividend' as before. There was no sepa-
ration of the gain from the original investment. It was 
concluded that there was no appreciable degree of control 
lost by the corporation nor ac quired by the stockholder. 
This decision is suppor ted by Accounting Research 
Bulletin Eleven, issued in 1941. It stated, in reference 
to di vidends in stock of the paying company, that ordinarily 
t hey should not be treated as income by the recipient. It 
stated further that: 
••• it is r ecognized that t his rule, under which 
the stockholder has no i ncome unt i l there is a dis-
tribution, division, or severance, may require modi-
fication in some cases, or t hat there may be exceptions 
to it. -:~ 
The separation referred to need not be an actual 
physical separation of gai n from capital. However, i t re-
quires a derivation from the investment of something sepa-
rately identifiable wi th exchangeable value. A cash 
dividend or stock dividend in shares of stock of a different 
class than those upon which the dividend was issued meets 
the requirenent of the severance theory and c omes within 
the "exception" paragraph of Bulletin Eleven. 
This . severance concept is further advanced by t he 
proposal that gain, in order to be taxable, must not be one 
merely accruing to ·capital, such as a growth in value of an 
investment. Regulation 103, Section 1941 of the Internal 
Revenue Code of 1954 states: 
The appreciation in val ue of property is not 
even an accrual of income to a taxpayer prior to the 
realizat i on of such appreciation through the sale or 
conversion of the property. 
-:~6, p. 43. 
This rule of taxation is in agreement with ac-
cepted accounting treatment. In regard to a ppreciation of 
marketable securities, Montgomery-:~ state s: 
~~ile the fi nancial statements of many in-
vestment companies state investments at amounts based 
on market quotations, or man agement appraisals of fair 
value, which in the aggregate may be in excess of or 
less than cost, it is not customary to record un-
realized net appreciation or depreciation in the 
books of account. 
It is not customary to adjust book amounts 
of securities to reflect fluctuation in market values. 
Evidence of a permanent decline in value should, how-
ever, be recognized in the accounts by means of write-
down or the establishment of a reserve. 
Finney-:H~ corroborates the treatment of ·unrealized 
a ppreciation in investments of stocks and bonds. It is 
not to be reflected in the accounts nor recorded .as a 
credit to income or earned sur plus prior to sale or ex-
change, the mo s t common determinants of realization. 
Accounting Research Bulletin Four (Committee on Auditing 
1' rocedures)' supports this. 
The doctrine of conservatism, 1...rhich underlines 
nearly all financial accounting t heory, prohibits the anti-
cipation of income. This would occur if unrealized appre-
ciation in securities were permitted to be recorded. This 
same doctrine establishes, however, the maxim, " Provide 
for all pos sible lo s ses." Thus, any dec l ine in value of 
temporary security investments and a major decline in 
-::-4, p. 125. 
-:<-:~ 6, p. 518. 
permanent holdings would be reflected in the accounts by 
this entry: 
Market loss on securiti e s 
Debit 
$10 ,000 
Reserve to reduce securities to market 
Credit 
$10,000 
Consequently, in financial accounting, unrealized 
depreci ation in value of securi ties is treated difrerently 
from unrealized appreciation. Financial accounting will 
record unrealized depreci~tian. However, under the Internal 
Revenue Code of 1954, no such unrealized depreciation is 
alloHed. Therefore, investors can not take losses from 
market declines as a tax deduction, but can take income 
and losses only upon disposal. 
Proper financial account i ng treatment for other 
tangible assets supports the income tax view that un-
realized appreciation is not income. 
Accounting Research Bulletin Five, issued in 
April 1940, states: 
Accounting for fixed assets (buildings, 
machinery and equipment) based on cost, and any 
attempt to make property accounts in general reflect 
current values is both impractical and inexpedient. 
Appreciation should not be reflected in the books of 
account of corporations . ~~o 
If it i s dec i ded to place an appraisal increa se 
on the books for a building or particular piece of machinery, 
the credit to the net worth account should be made to a 
clearly designated "appraisal surplus" and not to a current 
income account. 
->:·4, p. 223. 
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Accounting for intangim~e assets is in agreement 
wi tb the treatment described above. In regard to :-~ good:t.vill, 
it has been written: 
Having once recorded goodwill at its cost, 
the balance of the account should not be written up, 
no matter how much the value of the goodwill may have 
increased. 
A company, after years of successful and 
profitable operation, may feel it has created good-
will, and may proceed to put it on the books. Although 
the company may be entirely correct in maj_ntaining 
that it has created a goodwill, it is not justified 
in placing the account on its books by a credit to a 
surplus account or by any other credit .-:l-
3. Gain Derived 
The severance t heory , i t was shml>in, is a signi-
ficant determinant of i ncome in the law of federal income 
taxation and in the principles of financial accounting. 
In most cases, appreciation and depreciation are not 
income. Gain, in order to be taxable under the federal 
law, must be separated from the original investment. It 
must be "gain derived" which is equivalent to "something 
of exchangeable value, severed from capi tal, coming in, 
being derived--that is, being received or drawn by the 
recipient for his separate use, benefit or disposal. "-JH:-
Such gain must be realized and reported at cash 
value or its substantial equivalent (e.g., fair market 
value of goods received in exchange; appraj_sal value for 
fixed assets received in exchange or any other reasonable 
~-6, pp. 
" " 3 -~-.. ' p. 
495,496. 
158. 
value pennitting equivalent measurement except that an 
agreement to execute promissory notes on the part of the 
buyer is not deemed the 11 equivalent of cash."*'L 
The gain must be received by the recipient, 
either actually or constructively. The ~oard of Tax 
Appeals has proclaimed that "income is received only 
when cash comes to hand or is constructively rece i ved 
in some other way." An essential element of constructive 
receipt is tb...at the money or goods be made subject to the 
taxpayer's unfettered co~~and. ,H~ If the money is made 
available for his unqualified control, it makes no 
difference whether he accepts it or not. It is deemed 
to be received for federal income taxation purposes. 
Constructive receipt takes many forms, among which are 
these: ·~~~~ .. ~:-
1. Interest on savings bank deposits, when credited 
to the account, uncashed coupons which have matured and 
are payable, unless there are no funds available for pay-
ment. 
2. Checks, other t han dividend checks, in the year 
of issue (where there was an agreement to accept payment 
in t hat year.) 
3. Checks, other t han dividend checks, in the year of 
·)(· 28. 
·:H}29 • 
-lHH:-7, p • 27 0 2 • 
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receipt, unless the drawer requests that it not be ca~hed 
in that year but in the following year. 
4• Dividend checks in the year of receipt where 
the paying corporation's policy is to mail year-end 
checks so that they reach the taxpayer in the following 
year. Otherwise, the check is constructively received in 
the year of issue. 
5. Receipt of income by an agent is equivalent to 
receipt by the principal. 
6. Amounts deducted from wages by an employer to 
pay insurance, purchase savings bonds, pay income taxes 
or pay debts. 
7. Compensation credited to the account of the 
employee, undrawn, where employer is solvent. · 
8 . Undrawn profits in brokerage accounts. 
9. In assignment cases, receipt of income by a 
third person for services performed by another has been 
held to be constructive receipt for the person performing 
the services and, therefore, taxable to him. 
In all cases, there can be no constructive re-
ceipt of income from one who does not have the funds from 
which to pay. The payer must ' be solvent. 
11 Gain derived" in addition to being ''something 
of exc hangeable value received" must be "drawn by the re-
cipient for his separate uso, benefit or disposal." 
This requirement is illustrated by an examina tion 
of two types of transfers of income-producing property; 
specifically gifts and assignments. 
Gifts, in order to be valid, must meet t he 
essential elements listed in Section 102~~- of the Internal 
Revenue Code of 1954. The merits of each transaction are 
treated separately and primary consideration is given to 
the intention of the parties involved and the facts and 
circumstances surrounding the case. 
Valid gifts and the value of property acquired 
by inheritance, bequest and devise, under normal con-
ditions, are not gross income to the recipient. They have 
been specifically excluded by statute. 
The income, if any, from such property, however, 
is taxable . The gift of stock from the original purchaser 
to another is a common example. The fair market value of 
the stock at date of gift is not taxable income to t he 
recipient, because valid gifts are excluded from gross in-
come by statute. 
The dividend income attributed to the stock 
after the date of the gift is ordinary taxable income to 
the recipient. This is so because t his gain, in the usual 
gift situation, is for the "separate use, benefit or. dis-
posalt1 of the recipient. 'l'he donor, in complying with one 
*7, PP• 1220, 1221. 
1~ 
of the essential elements constituting gifts has relinquished 
control and dominion of and benefits from the stocks by 
delivery. 
However, if at the date of the gift or any 
time thereafter it appears that the donor is deriving 
advantage from the property which was given away, such 
facts constitute prima facie evidence that the gift was color-
able and subject to nullification by the Internal Revenue 
Service. 
The following transactipns do not constitute 
valid gifts under the. Internal Revenue Code of 1954 
because the donor is presumed to benefit as well as the 
donee: 
1. Political contributions diverted to the personal 
use of the candidate. 
2. Payoffs for political favors. 
The criter:lon of T'separate use, benefit or dis-
posal" for the recipient of gross income a:pplies also in 
cases of assignments. An assignment is the transfer of a 
right to a third party for a consideration. The right 
involved is to receive income. 
One class of assignment cases is when a person 
owning an interest in property agrees that the income from 
such property shall be paid to a third person. If the right 
assigned to the third party is merely to receive the income 
from the property (income interest) and there is no transfer 
of title to the property (property interest), the income 
is not taxable to that third person, but to the one re-
taining Oi..rnership of the property (assignor). This is so 
whether the income in question is to be earned in the 
future or has already been earned.~*' 
Specific decisions making income taxable to the 
assignor are these: 
(a) Assignment of cash dividends on stock (ownership 
retained by assignor). 
(b) Assigmnent of cash rentals (real property o~med 
by assignor) • 
(c) Assignment of trust income by a beneficiary for 
a short period of time. 
(d) Assignment of a share of partnership income. 
In those cases where no property interest was 
transferred, the assignment of the right to receive income 
to a third person did not change the incidence of taxation. 
The assignor, the one retaining original ownership, was 
still t he person upon whom the income tax was assessed. The 
assignee, although receiving the designated income from 
the property, did not own it. This lack of o~mership con-
stitutes lack of property control, an essential element of 
n separate use." vlhen applied to the assig:rlrrlent of income, 
it means that the gain held by the assignee was not ror his 
"separate use, benefit or disposal." 
~~19. 
The reasoning behind the decisions in those 
assignment cases is expressed as follows~ ~t-
"The fruit is not to be attributed to a different 
tree from that on which it grew." 
The second class of assignment cases pertain~ :-~­
to those in 111l'hich one person contracts to perform services 
for a second person~ and it is agreed that the compensation 
therefore shall be paid to a third person. In such cases~ 
the receipt of income by the third party is regarded as 
constructive receipt by the person performing the services 
and taxable t o him. The assignment of earned insurance 
commissions to a t hird party being taxable to the assignor~ 
t he insurance agent, is a case in point. 
In general~ the assignment of income held taxable 
to the recipient, the assignee, occurs when there is both a 
transfer of property interest and income interest to the 
assignee. Only the income attributed to the property sub-
sequent to the transfer of ownership is taxable to the 
assignee. -Income accrued up to the time of transfer re-
mains taxable to the transferor. Specific cases supporting 
this ruling that both interests must be transferred in order 
to make the subsequent income taxable to the assignee: 
(a) Assignment of stocks and related income thereon. 




4• Tests for the Realization of Taxable Gain 
a. Occurrence of Taxable Event 
Gain, in order to be taxable, in addition to 
meeting the severance test and qualifying as "gain derived," 
must meet another requirement. It must be realized. The 
law of federal income taxation, expressed through the 
decisions of the Supreme Court and leading state courts, 
has developed five tests of realization. At least one of 
these tests must be met in every case in which the de-
termination of gross income is involved. Generally, two 
or more of the tests must be satisfied. 
The first test is that the taxable event which 
produces the gain must occur. It is not enough that there 
exists a right to receive income if the event producing it 
has not happened. 
The most common event is the sale of goods or 
services. The question arises, when is a sale completed? . 
One legal decision~:- on t.his point brings out the idea 
that the goods sold must1 be shipped to the buyer before 
the sale is regarded as complete. This requisite is in 
addition to the other legal elements of a sale including 
mutual agreement and passage of title. Generally-accepted 
accounting theory corroborates this treatment . -:Ht-
In other tax cases, the sale of real property 
{:-26. 
-::-u- 2, p. 119. 
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has been deemed closed when the seller has received the 
purchase price.-:~ If the sale of' real property contains 
an agreement to make future payments of a contingent 
character such as a percentage of profits over a five-
year period, the transaction is not deemed closed until 
the cost is recovered. Once the cost of the asset sold 
is recovered, future payments are taxed as gain from the 
sale. At this point the sale is deemed closed for tax 
purposes .~H!-
In regard to sales of stock, the transaction is 
deemed closed when the broker executes the order for the 
taxpayer • .;~-r.·* One exception to this rule applies to cash 
basis taxpayers. If the transaction produces a gain, 
income is received only when the cash comes to hand or is 
constructively received. ~:--::-;:-~:. These rules apply to regular 
sales of stock. Short sales of stock, sales on a "when 
issued" basis and "over the counter" sales are governed by 
separate criteria for determining when the transa~tion is 
completed for federal income tax purposes .-:t--::--::-·:Hl-
Not all sales, even when completed, produce 
income that is taxable under the income tax law. The 
following stock transactions are capital adjustments: 
-';:-7' p. 2717. 
-;~-"* 7' p. 2712. 
·:HH!-31, 32 • 
~~-)!·-!Hfo 3 5 • 
.. ~~i- ·:~-)~ .. ~7 J p. 2718. 
(1) Original issue of a corporation's own stock. 
(2) Sale of capital stock back to the corporation 
is not reportable gain or loss to the corporation 
but is to the individual. 
(3) Sale of treasury stock. 
The second type of event producing gain is the 
exchange of property for property. In general, ordinary 
exchanges produce taxable income. However, the following 
are non-taxable exchanges, by express provision in the 
taxing statute: 
(1) Exchange of common stock solely for common stock 
in the s a.."Yle corporation .-:~o 
(2) Exchange of preferred stock solely for preferred 
stock in the same corporation.-:~-::· 
(3) Transfer of property to a corporation controlled 
by the transferor, under certain conditions .-:HH~ 
(4) Property held for productive use or investment 
exchanges solely for property of a like kind 
(fixed assets) .-:HHH:· 
(5) Exchanges of certain insurance policies (life 
insurance policies, endowrrJ.ent and annul ty contracts 
when exchanged for the same kind of policy) .-:HHHH!-
( 6) Certain reorganizations .-::--:HHHH~ 
~~7, p. 1404 
-:H~Op. cit. 
~ :-~H~p. cit. 
~t-!t-·:~~:-o p • c 1 t . 
~~~;}~}·;~~~0 p • c i t . 
.. ~(.-;H~-~~~!-~~7, p • 3307 • 
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b. "Equivalent of Cash" Doctrine 
This was introduced into t he federal tax law 
by the Tooey cas e . ~~ It is a second test for realization 
of gai n. Specifically, the gain must be in cash or an 
asset with a determinable value (market value, appraisal 
value). A taxpayer's note is not the equivalent of cash 
until paid.** This test is closely allied with the 
stipulation mentioned previously that income, to be 
realized, must be received. 
The Logan decision->;.-::-{;. illustrates another 
a pplication of this doctrine. In t his ca se, the com-
plainant, a stockholder in a mining company, had agreed 
to sell back part of her holdings. She received in ex-
change, promises made on behalf of the company to pay her, 
as royalties, a certain percentage of the gross value of 
ore mined for a specified number of years to come. It 
was held t hat these promises to pay royalties were not 
the equivalent of cash. T hey were without a fair market 
value due to the uncertainty of the recipient's ever 
receiving royalties based upon f uture mining operations. 
c. "Something Different" Rule 
The "something different" rule is an outgrowth 
of the decision rendered in another stock dividend case .-:H HH;. 
~~26. 
~~~:~·22. 
·:~-o)~·}to 21 • 
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In this case the defendant had received, as a dividend, 
shares of a different class of stock in the same cor-
poration. The court stated that the rule of separability 
(no separation; no income), although it could be estab-
lished in the issue at hand by the defendant, was sufficient 
to rebut the government's contention. The government 
contended that the receipt of a different class of stock 
meant that the shareholder, Koshland, had received some-
thing fundamentally and essentially different from what 
he had owned previously. This, therefore, constituted 
realized gain. The decision agreed with the government. 
This decision also pointed out that realization 
would result from the issuance of identical shares as 
those upon which the dividend was declared if there was 
an alteration of the pre-existing proportionate interest 
among the same shareholders. In the Eisner case, although 
the shareholder received shares in the same class of stock, 
the proportionate interest remained the same after the 
dividend. This "alteration" theory has been applied in 
decisions involving corporate reorganizations. 
Another case,-::- similar in certain respects to 
the previous one, involved a stock dividend in shares of 
another company, not the corporation issuing the dividend. 
It ·t-ras held that the dividend was a distribution in specie 
of the assets of the second company. As a result, it was 
realized income. 
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In line with the "something different 11 rule is 
the decision in the Helvering-Bruun* case. The issue 
was whether a building erected by a tenant is gross 
income to the landowner upon termination of the lease. 
The defense c.i ted the rule of separability, claiming that 
there was no way of detaching the building from the land 
and, consequently, no separation of gain from the original 
investment. This was rebutted by the argument that the 
landlord had received something "fundamentally and 
essentially" different. The court endorsed this view 
and the gain was taxed. This rule has been modified 
since to allow the owner to sell the improvement before 
being assessed the tax. This provides the owner with 
funds from which to pay the tax. 
d. Specific Tests from the Taxing Statute 
It would be apropos at this point to cite 
certain other instances wherein the requirement of reali-
zation is met. They are these: 
(1} When one of the several elective methods of re-
porting income is adopted. These include the 
instalment method and the percentage of completion 
method used by contracting firms. 
(2) By the use of inventories where the appreciation 
or depreciation of stock is reflected each year 
as it occurs. 
-:1-34· 
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(3) By the sale of real estate in lots, the cost of 
the entire tract being apportioned over all lots, 
income being realized on each sale. 
(4) By the cutting of timber from a whole parcel of 
land, the proceeds from the sale of good timber 
being offset by the cost of the land improvements 
and felling operations.* 
(5) By the receipt of amounts in a step-by-step 
liquidation of accounts receivable, the difference 
in book value of the receivables and the amounts 
received constituting taxable gain (or loss). 
The reasoning behind the dec i sions permitting 
special situations {3), (4) and (5) is this: 
Although there may be a lack of certainty as 
to future sales, the recognition of gain should not be 
postponed when each unit can be treated separately. 
c. Statutory Definition of Gross Income 
1. Derivation 
Gross income, under the Internal Revenue Code 
of 1954, is derived from "income in the broad sense." 
The latter term means all wealth which flows into the tax-
payer other than as a mere return of capital.** From this 
is deducted income exempt from tax, exclusions to arrive 
at gross income, the starting point for computing the 
*15 
**7, P• 1201. 
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federal income tax. This is before any deductions what-
soever are considered. 
Gross income has been defined as: 
Gains, profits, and income derived from 
salaries, wages or compensation for personal services 
(including personal service as an officer or employee 
of a State or any political subdivision thereof, or 
any agency or instrumentality of any one or more of 
the foregoing), of whatever kind and in v-rhatever f onn 
paid, or from professions, vocations, trades, businesses, 
co~merce or sales or dealings in property, whether real 
or personal, growing out of the ownership or use of 
or interest in such property; also from interest, 
rents, dividends, securities or the transaction of any 
business carried on for gain or profit, or gains or 
profit and income derived from any source wb..atever.~:· 
The exclusions from income, broadly defined, to 
arrive at statutory gross income are made for the following 
reasons: 
(1) The item is not taxable by the Federal Government 
under the Constitution. Constitutional law seeks 
to prevent intra-governmental taxation. Revenue 
produced from essential governmental functions 
(federal, state, and municipal) is generally not 
taxed. 
(2) The item is not income as determined under the law 
of federal income taxation. The return of capital 
is not income. There must be a gain proceeding 
from capital. 'l'his excludes growth in value of an 
investment prior to its realization by taxable sale 
or exchange. 
*.5, p. 211. 
30 
(3) The item is expressly excluded by statute, even 
though, in all other respects, it constitutes 
income. 
2. Exclusions by Express Provision 
a. Total Exclusions 
The items excluded for either reason (1} or 
( 2) above are wholly exempt. The i terns excluded by reason 
(3) are either wholly or partially exempt to the taxpayer 
(individual or corporate), depending upon the wording of 
the provision, which can be changed at will by Congress. 
The following amounts received by a taxpayer., 
individual or corporate, are wholly excluded from gross 
income and , consequently, not taxed:* 
1. Interest from obligation of a state, territory, 
or any political subdivision thereof as defined in 
Section 103 of the current Cod~. Interest on un-
matured obligations of the United States issued 
before September 2, 1917 and unmatured obligations 
of United States possessions are also wholly exempt. 
2. Proceeds from a life insurance contract, either in 
a single sum or otherwise, paid by reason of death 
of the insured if: 
a. The insured bought the policy (and presumably 
paid the premiums). 
*7, PP• 1206-1231. 
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b. There was a transfer for a valuable con-
sideration of the contract to the insured, a 
partner of t he insured, a partnership including 
t he insured, or a corporation in which the in-
sured was an officer or shareholder. 
c. There was a transfer described above to one 
who can determine his basis of the contract 
in any way from the transferor's basis. 
3. Amounts received as compensation for personal 
injuries or sickness under workmen's compensation 
acts which encompass only occupational disabilities. 
4· Unemployment insurance benefits received from a 
state. 
5. Unemployment insurance benefits received from the 
Federal government by railroad workers covered by 
the Railroad Unemployment Insurance Act. 
6. Any amount received under an accident or health 
insurance policy purchased by the taxpayer if the 
payment does not include reimbursement for medical 
expenses (but not reimbursement for loss of 
earnings) deducted in a previous year. 
?. Amounts received under .a policy described above (or 
similar plan maintained under state or territorial 
law including the District of Columbia) by an em-
ployee, the plan having been paid for by the 
employer if: 
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a. The proceeds are to reimburse the tax-
payer for medical expenses paid for himself 
or his family. · Ho1orever, this is subject 
to the provision for reimbursement of a 
medical expense deducted previously. 
b. The payment is compensation for permanent 
injury and the amount received is based 
upon the nature of the injury. 
8. Damages received, whether by suit or agreement, for 
personal· injuries or sickness. 
9. The value of property (excluding income therefrom) 
received by gift, bequest, devise or inheritance. 
10. Amounts received as compensation for personal 
rights and family rights. Personal rights include 
those individual rights,injury to which can be the · 
cause of legal action (breach of contract, alienation 
of affections, slander, libel, loss of husband or 
wife). 
Damages received by a corpo r ation for loss of 
profits or for injury to goodwill in excess of 
cost are not excluded and are taxable. The injury 
compensated for in these cases, although a violation 
of a legal right, involves business income which 
would have been taxed, had the damage not been 
incurred. 
11. Specific allowances or substitutes thereof paid to 
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members of the anaed forces for subsistence, 
quarters, equipment and uniforras. Also included 
are certain entertainment allm.rances and the death 
payment known as '1gratuity pay." 
12. Mustering out payments to members of the armed 
forces. 
13. Amounts paid by annuity , pension or similar allow-
ance to individuals for personal injury or sickness 
resulting from active servi ce in the armed forces 
of any country, the Coast and Geodetic ·Survey or 
Public Health Service. 
14. The following payments to service veterans: 
a. Disability compensation and pension for both 
service-connected and nonservice-connected 
disabilities. 
b. Benefits under the Servicemen's Readjustment 
Act and vocational rehabilitation benefits 
paid under Public Law 16 of 1943. 
15. The entire earned income in a foreign country (and 
from other outside sources) derived in the taxable 
year by a United States citizen who is a bona fide 
resident of a foreign country without interruption 
for the entire taxable year. 
Bona fide residence depends upon the facts 
surrounding each case. Mere physical presence is 
not sufficient. In addition, the nature of the 
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foreign assignment must be more than temporary and 
the taxpayer's residence such as to indicate per-
manent dwelling. 
16. Allowances for cost of living, quarters, extra-
ordinary expenses, travel, storage and medical 
expenses received by members of the Foreign Service 
of the United States. 
. . 
17. Cost of living allowances received by other civilian 
employees of the United States government stationed 
outside the continental limits of the United States. 
18. Income received by foreign governments and certain 
international organizations. 
19. Income received by states, territories and political 
subdivisions thereof. derived from public utilities. 
20. Receipts by shipowners from their protective and 
indemnity associations. 
21. Income exempted by any of the sixteen tax treaties 
of the United States. 
22. A grant to a taxpayer by the United States for the 
encouragement of exploration, development or mining 
of critical minerals or metals. 
23. Income from sports progr~ms conducted by a cor-
poration for the benefit of the Red Cross. 
The following amounts paid by an employer for the 
employee are not deemed constructive receipt. These are 
wholly excluded from the employee's gross income:* 
*7, PP• 1213-1220. 
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1. Contributions to a qualified annuity plan if: 
a. It meets the requirements in Section 40la of 
the Internal Revenue Code of 1954. 
b. The employee's r i ghts are forfeitable. 
2. Contributions to a religious, charitable, scientific, 
literary or educational organization exempt under 
the Internal Revenue Code of 1954, Section 501 c. 
3. Contributions to a workmen's compensation plan or 
act. 
4• Contributions to accident or health plans to com-
pensate employees for p ersonal injuries or sickness. 
5. Contributions made to employees to alleviate the 
effects of a tornado. 
b. Partial Exclusions 
The following amounts received by a taxpayer, 
individual or corporate, represent partial exclusions from 
gross income :-:Eo 
1. All interest received from u.s. Treasury and u.s. 
Savings Bonds on a principal amount . of $5,000 or 
less. 
2. The interest derived from the obligations of the 
Mutual Mortgage I nsurance Fund issued prior to 
r-iarch 1, 1941. 
3. The return of capital element of an annuity con-
trac t. This is computed using t he ratio that the 
*7, pp. 1203-1231. 
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amount invested in the contract on the annuity 
starting date bears to the expected return under 
the contract. 
4. Amounts of interest not exceeding $1000 each year 
received by the surviving spouse from a life in-
surance contract matured by reason of death of the 
insured with the proceeds to be paid at a later 
date. 
5. Benefits up to $100 per week compensation re-
ceived for loss of wages during absence from work 
because of personal injuries or sickness. This 
applies if the person is hos pitalized for a mini-
mum of one day during the first seven calendar days. 
6. Any compensation received for active service in 
the anned forces of the United States if: 
a. During an induction period the active service 
is in a 11 combat zone" such as Korea. 
b. Hospitalization is required due to the result 
of wounds, disease or injury incurred in a 
"combat zone" during an induction period. 
Enlisted men claiming exclusions under a or b 
may exclude all such pay received for active duty. 
Officers who come under either of these rules may 
exclude the first $200 of their monthly compen-
sation. 
7. That part of the monthly allowance given to the 
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serviceman's dependent which is paid by the govern-
ment. 
8. All or part of earned income derived from sources 
outside the United States by United States citizens 
under the .following conditions: 
a. If the United States citizen is present in the 
foreign country for 510 days during 18 conse-
cutive months and this includes an entire tax 
year, the amount excluded is limited to $20,000. 
b. If the 18-month period does not include a full 
tax year, the amount excluded is subject to the 
same ratio as the $20,000 bears to the number 
of days in the tax year during the 18-month 
period. 
9. Government officers and employees in the foreign 
service of the United States receiving income from 
sources in a United States possession may exclude 
all income received from sources outside the United 
States provided: 
a. In that period (maximum of three years) which 
precedes the close of the taxable year in vrhich 
said persons received income in a possession 
of the United States 
1. 80 per cent of gross income was derived 
from sources in a possession. 
2. 50 per cent of gross income was derived 
from a trade or business in such possession. 
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10. United States citizens who receive income from 
vli thin Puerto Rico and who are bona fide residents 
of Puerto Rico for the entire taxable year may 
exclude such income. Income which cannot be ex-
cluded is that amount received as employees of the 
United States. 
11. Alien individuals who, during an entire taxable 
year, are bona fide residents of Yuerto Rico, 
may exclude from gross i ncome any income derived 
from within Puerto Rico. This does not include 
amounts received as employees of the United states. 
12. A minister of the gospel, as part of his compen-
sation, may exclude the rental value of his 
dwelling house and appurtenances furnished to him 
(or the allowance paid to him if used to rent or 
provide a house). 
13. Employees of foreign governments who are not 
citizens of the United States may exclude their 
wages, fees or salaries, provided that the same 
exemption is awarded to United States govern-
ment employees who are in foreign countries. 
14. Certain stock rights and stock dividends. 
15. The recovery of bad debts, prior taxes, delin-
quency amounts, and other deductions taken in 
prior years may, under certain conditions, be ex-
cluded. 
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16. Payments made by an employer to an employee's 
beneficiaries because of the death of the em-
ployee may under certain conditions be ex-
eluded. 
3· Summary Definltion 
Gross income, !'rom Section 612 of the current 
Code, ~s in the final analysis: 
Income that is taxable, ~nc~uding compen-
sation !'or !>ersonal and professional services, busin ess 
income, pro!'i ts from the sales of and dealings in 
property, interest, rent, dividends and gains, profits 
and income derived from any source whatever unless 
exempt from tax by law .1~ 
D. Major Items of Gross lncome 
The fo~lowing are major items of ordinary gross 
income: -;h~ 
1. Advance Payments • . 
These are amounts received as advance payments 
covering future years and are usually taxable in t heir en-
tirety in the year received. 
Certain types of advance pa~ents may be deferred 
by the accrual basis taxpayer, until the income is earned. 
The period of def'erment, however, cannot exceed six months. 
2. Alimony. 
If alimony is paid in lump sum payments, it is not 
considered to be income to the wife nor can it be deducted 
~:-12, Sec. 61 a. 
~~~7, PP• 1033-1068. 
by the husband. 
a. Certain periodic payments which meet the require-
ments of Sec. 71, Internal Revenue Code o~ 1954, 
are taxable to the wife and are deductible by 
the husband under Sec. 215 of the same code. 
3· Awards. 
An employer may deduct suggestion awards to 
employees as it is considered income to them subject to 
w:rthholding. 
4• Cancellation of a Debt. 
A person owing, a debt may, as a result of its 
being forgiven, have taxable income. 
The person to whom the debt is owing may have 
income if and when he later collects it and i~ he .:.deducted 
it as worthless in a prior year. 
a. The cancellation of the debt resulting in income 
does not have to be forgiveness, an example being 
the purchase by a corporation of its bonds for 
less than the issue price. Also, if stockholders 
borrow money from their corporation, the result 
may be dividend income to the stockholders if the 
corporation later cancels the debt. 
5. Bond Interest. 
Generally, bond interest received is income but 
it is subject to the exclusions listed in I c. 
6. Gain from Disposal of Bonds. 
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Any gain or loss on retirement bonds issued 
before 1955 is considered a capital gain or loss to the 
bondholder if the interest coupons were attached by March 
1, 1954-
a. For bonds, issued after 1954, the interest of 
the original issue discount is usually taxed as 
gross income when the bond is sold, exchanged or 
retired. 
7. Income from Gifts. 
The income and interest from property acquired 
by bequest, devise or inheritance is considered gross 
income and is taxable. 
8. Bonuses. 
a. Any bonus paid for personal services is con-
sidered gross income to the person receiving it. 
b. Bonuses paid to employees are gross income. 
9. Commissions. 
Compensation received for services on a commission 
basis is income. 
10. Compensation for Services. 
Any compensation received for services is generally 
considered to be income. 
11. Income Under a Claim of Right. 
If a taxpayer is holding money under claim of 
right and without restriction as to what he does with it, it 
is gross income. 
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12. Dividends. 
When dividends are paid from earnings and 
pro.fi ts they are income, v!i th the first $50 of 11 qualifying 
dividends" being excluded. 
13. Debts Paid by Another. 
Income may result to one whose taxe s or other 
debts are paid by another person. 
14. Pensions. 
Generally, pensions which are received as com-
pensation for past services rendered to the payor are 
considered to be taxable income. 
15. Prizes. 
Any prize received is generally taxable income. 
1§. Rents. 
Rents are income. 
17. Royalties. 
Royalties are payments for use of property and 
i ncome from royalties is taxed as ordinary income. 
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II. METHODS OF REPORTING GROSS I NCOME 
A. Cash Basis 
1. General Description 
A taxpayer employing the cash receipts and d i s-
bursements method, otherwise known as the "cash basis," 
includes in gross income (taxable) all income subject to tax 
actually or constructively received during the year. -:t- This 
includes amounts received, without restrictions thereupon, 
as advance payments covering future years. These are gener-
ally taxed in their entirety in t he year received. An ex-
ception applies to the gross income of attorneys, authors 
and doctors, who are allowed to prorate their compensation 
received, in any one year, over two or three year periods. 
The use of the cash bas i s is mandatory where no 
record of accounts is maintained. It may be elected by other 
taxpayers as long as its use clearly reflects income. -::--::- The 
provision that any method of accounting permitted must clearly 
reflect income is paramount. It is the justification, in 
part, for taxing certain advance payments in full upon receipt 
by cash basis taxpayers and, at the same time, requiring 
certain insurance premiums paid in advance to be deducted 
ratably over the period to which they relate. Evi dently, t he 
inconsistency of procedur e is outweighed by the more practical 
considerations of obtaining revenue. 
-lt-14, Sec. 451; Reg. 1.4.51-1. 
-lH~l4, Sec. 446; Reg . 1.446-1. 
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Constructive receipt of income applies specifically 
to taxpayers using the cash basis for reporting. It was 
discussed in Part I. Summarizing, it signifies that income, 
although not actually in the possession of the taxpayer, can be 
so considered if it is very much within his control and dis-
posi tion.-1~ There is constructive receipt when the amount 
is made subject to the unfettered command of the recipient. 
The "equivalent of cash" concept mentioned in the 
description of the cash receipts and disbursements method 
above was explained in Part I-B. 
2. Period in Which Items of Gross Income are Reported 
The following items of gross income are taxed upon 
receipt, either actually or constructively, unless otherwise 
indicated: 
a) Compensation for services, except (1) for certain 
individuals receiving compensation for several years 
in a lump sum-><-·:} and (2) individuals who receive "back 
pay" attributable to prior years in excess of 1.5 per 
cent of gross income for the taxable year. ~:--:s~-
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b) Advances received by salesmen up to the minimum guarantee 
stated in the employer-employee contract; commissions, 
on the other hand, are taxable when earned after being 
credited to the salesman's drawing account. 
*14, Sec. 451; Reg. 1.4.51-2. 
-l<-~-14, Sec. 1301, Sec. 1302. 




f) Amounts received by landlord from tenant in can-
cellation of lease. 
g) Gain from the sale of property, other than stock, 
when the proceeds are received, thus consummating 
a closed transaction. 
However, if part or all of the consideration for 
the sale of such property is an agreement to make 
future payments of a contingent character (e.g., 
5 per cent of a company's profits for ten years), 
taxation of the gain is deferred. In the exrunple 
noted, the taxpayer is allmved to recover his capital 
value before any gain is recognized. The payments 
are first applied against the basis of the property 
delivered in exchange. Once the capital value is re-
covered, subsequent amounts received are taxable 
income. 
The principal reason for deferring the recog-
nition of gain in this case is that there is no cer-
tainty of receiving any amount in excess of the pro-
perty's basis; in fact, there is no guarantee of 
receiving any amount (no profits, no payments). No 
proportion ratio dividing each payment into capital 
recovery and gain can be incorporated due to the 
46 
uncertainty of receiving payments. Since there can be 
no taxation of capital, the only method is the one 
described above. Still, gain, once determined, is 
taxed upon receipt. 
h) Gain from the ordinary sale of stock when the trans-
action, for tax purposes, is closed and the cash comes 
to hand or is constructively received. 
The ordinary transaction is considered clos ed 
by both the Commissioner of Internal Revenue{!- and the 
Board of Tax Appeals-::--:;. when the broker executes the 
buyer's order, even though no delivery of certificates 
is made. 
Short sales of stock become closed transactions 
when covered by either purchase of long stock or 
delivery of same. Sales of stock on a "when issued" 
basis are considered closed when the stock is issued. 
i) Amounts received from court judgment. 
j) Discount on United States Savings Bonds and War Bonds 
(Series E,F, and J) issued on a discount basis in the 
year of redemption or maturity . 
A cash basis taxpayer may elect to report the 
taxable increment of discount for each year as income 
for that year, instead of deferring it until maturity. 
The increment for all prior years must be included in 
income for the year in which the election is made. 
-::-Jl. 
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Once exercised, the election is binding for all 
future years. 
k) Interest from United States Savings Bonds issued on 
a current income basis after March 1, 1941. 
1) Discount of United states Treasury bills and other 
United States obligations issued on or after r1arch 1, 
1941, on a discount basis, payable without interest 
at a fixed maturity date not exceeding one year from 
date of issue is ta~able only at the time of redemption, 
sale or transfer. 
m) Paid claims for compensation under cancelled govern-
ment contracts. 
n) Income received under a claim of right. If amount so 
returned is required to be paid back in a subsequent 
year, a deduction is allowed in the year paid. These 
provisions do not apply to bad debts or sales of in-
ventory. 
o) Income from interest-bearing loans and mortgages pur-
chased at a discount: 
(1) Loan payable in full at maturity - discount is 
reportable income when loan is paid or resold. 
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(2) Loan payable in installments - (1) That part of each 
payment applicable to interest is reported as paid; 
(2) A proportionate part of the balance is con-
sidered as repayment of principal; (3) A propor-
tionate part of the balance is treated as income 
from discount; (4) :.~ If the note is resold, the 
gain or loss reportable is the difference between 
the selling price and the adjusted cost (purchase) 
price. 
p) Income from non-interest-bearing loans and mortgages 
purchased at a discount - discount is reported as 
income as the loan is paid. 
3· Deductions 
Only disbursements paid in cash or its equivalent 
during the year can be taken as deductions, provided that such 
is authorized. ~~ In reference to cash equivalents, a tax-
payer's note is not deemed as such. Only after the note is 
paid can the deduction, once authorized, be taken.-:H~o 
The following is a general list of items authorized 
as deductions in the year paid, actually or constructively, 
unless otherwise noted: 
a) Business and investors' expenses except advance rental 
payments and advance insurance payments, which must be 
prorated over the years involved. 
b) Interest. The discount on a note, other than an in-
stallment note, is not deductible in the year the note 
was given but is in the year the note is paid. 
If an installment note, that part of each payment 
representing interest is deductible as paid. 
*14, Sec. 162(a): 1 • 
.. :} .. i:-)3. 
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c) Taxes. 
d) Bad debts, business and non-business, are deductible 
in the year they become worthless, provided the related 
item was reported as income previously. Business bad 
debts are subject to partial deductions. Non-business 
bad debts can not be partially deducted but are treated 
as short-term capital losses in the year of worthless-
ness. For the individual, such is a deduction to 
arrive at adjusted gross income. 
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e) Losses must be evidenced by closed and completed 
transactions fixed by identifiable events and actually 
sustained during the year. The follmdng are examples: 
(1) Loss from theft, embezzlement or larceny in the year 
taxpayer discovers loss and/or proves it. 
(2) Loss from fire, storm or shipwreck or other casualty 
in the taxable year .a n which the loss is actually 
sustained. This is not necessarily the year in 
which repair bills are paid, even for the cash 
basis taxpayer. 
B. Accrual Method 
1. General Description 
The accrual method takes income into account when 
accrued during the taxable year. Income is accrued l.rhen an 
enforceable right to it arises. This r i ght must be fixed and 
definite but the amount concerned need not be. An item is 
generally accrued when it is defi nitely earned, even though 
not received. Deductions are accrued when the liability is 
incurred, whether paid or not. 
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Sanction of the accrual method is governed by 
three considerations. First, Section 446 states that the com-
putation of taxable income shall be made under the method 
regularly used by the taxpayer if such method clearly reflects 
income. Section 451 corroborates this. Section 39.41 requires 
an accrual method be used in accounting for sales and purchases 
where an inventory is a major income-producing factor. 
2. Period in Which Items of Gross Income are Reported 
The following are included in the return in the year 
earned unless otherwise noted: 
a. Compensation for services unless the amount is un-
determined, wherein it is included in the year of de-
termination. 
b. Interest. 
c. Year-end dividend checks in the year of receipt. 
d. Rent. Prepaid rent is taxed upon receipt. 
e. Amounts received by a landlord in cancellation of a 
lease in the year of receipt. 
f. Gain from the sale of property when the transaction 
is deemed closed. This generally occurs when a 
binding agreement to sell is signed or when the pur-
chase price is received. 
g. Gain from the sale of stock when the broker executes 
the customer's order. 
h. Judgment awards in the year the judgment becomes 
final. 
i. Discount of United States Savings Bonds and War 
Bonds issued on a discount basis and increasing in 
value up to maturity - discount is included each year 
it is earned. 
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III. S1JHMARY 
The examination of gross income in Part I points 
out several conclusions. In the first place, gross income is 
predominantly a tax-accounting concept. Its use in financial 
accounting is definitely limited since t he objective there is 
to arrive at a correct figure of net i ncome by a proper 
matching of expense and revenue. Despite this, the term 
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"gross income" in financial accounting, it was shown, encompasses 
a wider scope. Income, before it is recorded as such, must 
either be realized or its realization assured. In order to 
be realized, it must be earned. The tax law does not always 
adhere to this and certain prepayments of income not earned 
have been taxed upon receipt. 
This taxing of income prior to its realization 
demonstrates the second conclusion. The Treasury Department 
anticipates income. Gross income, as defined in the tax law, 
is designed to embrace nearly all income from whatever source, 
legal or illegal, and in whatever form paid. This, coupled 
with the fact that income is generally taxed upon receipt, 
whether earned or not, substantiates a proposal mentioned 
earlier in this paper; that is, taxation is an intensely 
practical matter. If tax receip ts stand to suffer, then the 
refinements of pure theory must be sacrificed. 
The four determinants of gross income explained in 
Part I B contain income-determ.ining tests which have a ppli-
cability in both tax accounting and business accounting. The 
"return of capital" concept, the severance theory and that of 
ttgain derived" are valuable contributions to financial 
accounting theory. Three tests for realization of taxable 
gain contain rules which are in agreement with generally-
accepted accounting principles. This is somewhat paradoxical 
because it was seen earlier that the two systems have differed 
in the recognition of unrealized income. 
Thirdly, the two methods described for reporting 
gross income are, for the most part, completely in agreement 
with generally-accepted accounting methods. The law of 
federal income taxation has contributed at least two separate 
11 doctrines" to financial accounting in regard to methods. 
These are the doctrine of "equivalent of cash" and constructive 
receipt. 
In conclusion, it is fair to state that there is 
considerable common ground between the two systems, tax ac-
counting and financial accounting. As this common ground is 
widened, by the application of identical tests for the de-
termination of gross income, the breach between the two systems 
narrows. 
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IV • APPENDIX I 
Reasons for the Lack of Full Integration of A~counting Prin-
ciples into the Tax Law 
The following reasons are proposed for the lack of 
full absorption of generally-accepted financial accounting 
principles into the federal income tax law: 
In the first place, a workable tax system must be 
based upon administrative expedience. The rules set forth 
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in the Code must be focused at the practical aspects of 
collecting the tax. Indeed, taxation is an intensely practical 
matter. The lawmakers can not be overly concerned with the 
refinements of economic analysis nor the niceties of pure 
accounting theory. Instead, they must seek an equitable way 
of levying the tax with more than a reasonable hope that it 
will prove administratively feasible and legally enforceable. 
If, in the process, a refined accounting principle is sacrificed, 
the loss is not theirs.-:~ 
As one court stated: 
Some gross accommodation to the economic reality 
is all that is demanded. It is not fatal that the fit 
is not perfect . -:H~ · 
Another deterrent is the fact that the courts, the 
principal interpreters of tax rules, do not, in their decisions, 
regard . financial ~ statements submitted in evidence as impersonal 
'!.4 ..... , . 
-~~~~18. 
sources of facts, supplying at all times most useful infor-
ma tion. Seldom is the issue at hand purely an accounting 
one. Usually, the primary attempt is to effect an equitable 
settlement between conflicting interests. The accounting 
rule which best aids this determination is considered first. 
It is quite possible that the accounting rules ·p ro-
mulgated as best fitting the needs of justice in a particular 
case are not, as far as practitioners are concerned, those 
that should have general applicability in the law.* 
This point is further supported by the statement that 
'accounting 'principles' are embraced [by the courts] only 
as an aid in proper interpretation and as a means of securing 
uniform.i ty in tax treatment. " ·:H~ 
On this subject, Mr. Samuel Broad, distinguished 
member of the American Institute of Certified Yublic Ac-
countants, has stated: -lH!-·:!-
General acceptance of a concept of income as 
the most useful f9r one purpose does not necessari l y 
make it the most useful concept; for other purposes a 
different approach may result in grea ter usefulness. It 
seems a fair conclusion that there is no single concept 
of income, the appreciation of which can in itself meet 
all the needs of those who use income determinations as 
a guide to action of one sort or another. All discuss i ons 
of any single concept lead to the conclusion that income 
is defined differently in different f i elds and for 
different purposes. 
~~11 • 
.. : '" ,~10. 
~~~H:-8 • 
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IV. APPENDTX II 
Development of Methods of Reporting Income Through Various 
Tax Acts 
(1) Act of 1909 
The acceptance of financial accounting as the norm 
for income tax accounting was gradual. The Tax Act of 1909 
attempted to establish the use of a straight cash basis as 
the only method of reporting income. It declared that gross 
income included only those items of income which had actually 
been received by the taxpayer.{!- It was not to include i terns 
which were due, but not received. This provision, which pro-
hibited any accrual method, was subsequently rejected. 
·A second case decided under this Act-:Hl- held that 
certain "non-ledger" assets shown on an annual report as 
"uncollected and deferred premiums" and "interest due and 
accrued," but no part of which had been received, were not a 
part of the company's "income received during the year" and 
therefore not taxable under this statute. 
The tenn "income received during the yearn appl ied 
under this Act concentrated upon actual receipt. It disre-
garded items of gross income that were earned and accrued but 
not paid. This is further substantiated by the decision in 
the r-1cCoach case. ~~·:<-:!- In this case accrued but unpaid interest 
{:-24-
-:~~~ 16 • 
.. ~~~~~~20. 
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on investments was held not to be gross income. 
Although the provisions of this Act were extremely 
undesirable as determinants of income-reporting methods, this 
law demonstrated two things. In the first place, it showed 
the difficulties encountered when an accounting method is 
incorporated unmodified into the law. Secondly, it demon-
strated that the cash basis is not one single method, but a 
combination of related methods. Under this Act, the Treasury 
Department had ruled that accounts receivable were to be 
treated as actual cash receipts, accounts payable as actual 
cash disbursements and inventory fluctuations as either 
actual cash receipts or disbursements. In addition. certain 
accrual items were kept out of taxable income for the period 
while others were included. 
( 2) Act of 1913 
In this law an attempt was made to broaden the re-
strictive test of income established previously by using the 
term 11 incorre arising or accruing." However, in actual adminis-
tration the accent was still away from the inclusion of income 
accrued. 
A leading court decision under this Act states: "In 
the absence of any special case to the contrary, income must 
be taken to mean money, and not the expectation of receiving 
it at a future time .u.;~o Accrued income was still not touched. 
-l!-23. 
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( 3) Act of 1916 
This law was more progressive than any of its 
predecessors. I t achieved three noteworthy results. First, 
it provided express authority for t he use of bases other than 
cash. In this connection the following is quoted from that 
statute: 
An individual keeping his accounts upon any 
basis other than that of actual receipts and disburse-
ments unless such other basis does not clearly reflect 
his income, may, subject to the regulations made by the 
Comraissioner of Internal Revenue, with the approval of 
the secretary of the Treasury, make his return upon the 
basis upon which his accounts are kept, in which case 
the tax shall be computed upon his income as so returned .·n· 
Secondly, considerable latitude in methods of re-
porting was brought about by the wording of this statute. 
Perhaps more than its drafters intended. The requirement 
t hat an accounting method must "clearly reflect income 11 is 
an important criterion in the current tax law. The authori-
zation for hybrid methods of reporting indicated an awareness 
on the part of the lawmakers of the increasing complexity of 
business and finance. 
The accrual method, used today, is an accumulation 
of reporting policies that have found acceptance in the tax 
law and regulations over the year s. The idea of accrual re-
ceived its original impetus from the Act of 1916. This was 
the third principal accomplishment of the act. The reason for 
authorizing its use according to one case-:~~- vms to enable 
-:<-7, P• 1211. 
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"taxpayers to keep their books and make their returns according 
to scientific accounting principles by charging against income 
earned during the taxable period the expenses incurred in and 
p roperly attributable to the process of earning income during 
that period." 
(4) Act of 1918 
This act indicated that financial accounting theory 
was being incorporated more fully into the tax law. It 
established the general rules for accounting methods permitted 
under tax laws. These rules remained substantially unchanged 
until 1955. In that year more methods were authorized. 
These general rules are contained in the follovring 
sections of the Internal Revenue Code of 1954: 
Section 451 (a): 
The amount of any item of gross income shall 
be included in the gross income for the taxable 
year in which received by the taxpayer, unless 
under the method of accounting used in computing 
taxable income, such amount is to be properly 
accounted for as of a different period. 
Section 446 reads: 
The computation of taxable income shall be made 
under the method of accounting on the basis of 
which the taxpayer regularly computes his income 
in keeping his books ••• 
It continues: 
If no method of accounting has been regularly 
used by the taxpayer or if the method used does 
not clearly reflect income, the computation of 
taxable income shall be made under such method as, 
in the opinion of the Secretary or his delegate, 
does clearly reflect income. 
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(5) Code of 1939 
The provisions established in the Act of 1918 re-
garding methods of accounting were continued without appre-
ciable change in this law. In addition, Regulation 118 was 
drafted. It had as much force as the provisions in the 
act itself because it contained decisions of the Commissioners 
in cases brought before the Board of Tax Appeals as well as 
certain departmental rulings relating to complicated sections 
of the act. 
Regulation 118 declared that no uniform method of 
accounting could be prescribed for all taxpayers--each shall 
adopt a system as is, in his opinion, best suited to his 
purpose, bearing in mind that since a return of true income 
is required to be made, adequate accounting records must be 
kept. This stipulation must be adhered to. 
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In addition, it stated that a method of account i ng 
will be used if "the method so used is properly applicable in 
determining the net income of the taxpayers for purposes of 
taxation." In this connection it recognized that an expense 
deduction may, in a proper sense, be allowed in a year in which 
it was neither paid nor accrued nor incurred. In theory, this 
provided more resiliency to the elasticity already given the 
law by previous acts. However, these provisions were not fully 
adhered to in subsequent litigation. 
Finally, Regulation 118 set forth these essentials 
in regard to methods: 
(1) Inventories will be used in certain types of 
businesses and where such are required to be 
used, there must be an accrual method as to 
purchases and sales. 
{2) There will be a proper classification of 
expenditures as between capital and expense. 
(3} Excluded from current expense will be ex-
penditures for replacements and betterments 
properly chargeable to reserves for de-
preciation, depletion, obsolescence or to 
a capital account. 
The ~ methods of inventorying were authorized in 
the 1939 Code. This, according to at least one eminent 
certified public accountant, George o. May, was the single most 
significant contribution to the field of taxation. 
The adoption of LIFO is one example of a method 
borne of taxation having found wide applicability in the general 
business community. Corporations probably would not have 
adopted it so willingly if it did not tend to reduce taxes 
in the early 1940's. 
By this method the most recent costs of stock pur-
chases are assigned to the "Cost of Sales" figure in the Income 
Statement. In terms of matching current dollar revenue with 
current dollar expense, there is a better matching since 
the amount of "Gross Sales Revenue" and "Cost of Sales" are 
more nearly equated in terms of present dollar values. Both 
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reflect a current purchasing powe r of the dollar. 
In periods of rising prices, the "Gross Margin 
on Sales," and therefore the ultimate tax, i s less than 
under the older historical (FIFO) method. Since the Amer ican 
economy has been experiencing a rising price level in recent 
decades as well as r i sing tax rates, businessmen are quick to 
adopt LIFO for the relati vely lower net income it tends to 
furnish. 
However, this method was originally intended to be 
used only by certain types of businesses, not all. t roper 
usage demands that the business employing it have, in fact, 
a flow of goods that does put the most reeent purchases of 
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stock in the hands of the buyer. An example i s that of a coal 
retailer whose product, for all practical purposes, is homogeneous 
and where little would be gained from the difficult attempt 
to move the first purchases out of the bin first. The same 
applies to lumber yards and various other durable goods, 
manufacturers and dealers. 
This type of merchandising policy is not the one 
used by most businesses. In most companies t he older goods 
are cleared out first. 
( 6) Internal Revenue Code of 1954·:~ 
"This code complete l y overhauled the federal tax 
laws, making radical changes in the form and arrangement of t he 
Internal Revenue Code of 1939 . It made extensive and funda-
*7, PP • 1008 ,1009. 
mental changes in the substantive rules that determine tax 
liabilities in all areas of the tax laws. Entirely new 
treatments or concepts 1-vere put into effect in many phases 
of taxation ·~ For example, the new law applied the individual 
tax rates to )taxable income1; allowed income splitting to 
surviving spouse for a 2-year period if certain conditions 
are met; made personal exemptions a ~'deduction' from gross 
income i nstead of a licredi t '' against :'net i ncome .,; exemp ted 
individuals 65 or older from filing returns unless gross 
income is at least $1200; changed the individual' s tax return 
due date to April 15 or corresponding date i n the ca se of 
fiscal-year taxpayers; required certain large corporations to 
declare and pay estimated tax; determined annuity exclusion 
according to life expectancy instead of 3 per cent rule; 
ta~ed interest elements of life insurance proceeds left wi th 
the company, but allowed surviving s pouse to exclude $1000 
of such income each year; excluded first $50 of dividends 
received by an individual, and allm.·Ted 4 per cent credit 
against the tax for balance of dividends; allowed limited 
credit against the tax for certain retirement i ncome; author-
ized determining depreciation deduction under straight line, 
declining balance, or sum-of-the-digits methods; gave farmers 
a limited deduction for expenditures for soil and water con-
servation; allo ;ed deduction for certain child-care expenses; 
extended the net operating loss carry-back to two years and 
continued the five-year carry-over; allowed certain partner-
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ships and proprietorships to elect to report and pay tax as 
corporations; allowed capital gains treatment on sale of 
patents. More liberal treatment was given to taxpayers 
in connection with: the $600 dependency exemption; deduction 
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of p eriodic alimony pa yments; employees' health and accident 
benefits; employees' transportation expenses; business expense 
deduction of outside salesmen; medical expense deductions; 
charitable contributions; research and experimental expenditures; 
corporations' organization expenses; i ndividuals' tax l i ti-
gation expenses; hobby losses; sale of assets on corporate 
liquidation; corporation split-ups, spin-offs, and split-offs 
(also tightened some provisions); employees' pension, profit-
sharing and annuity p lans; restricted stock options; gain on 
sale of residence; exchange of life i nsurance contracts; 
holding period in case of tax-free exchanges; real estate 
subdividing; consideration received for cancellation of a 
lease or distribution agreement; accounting methods such as 
use of hybrid method, 52-53 week taxable year~. change to 
installment method; deduction for exploration expenses; 
destruction or sale of livestock because of disease. NQmerous 
loophole•closing p rov i sions were enacted, including provisions 
in connection vTi th: amortization of bond premium on callable 
bonds; interest on debt to buy insurance; transactions between 
related taxpayers; acquisitions to evade or avoid tax; preferred 
stock bail-outs. The law also tightened provisions in con-
nection with bond discount on retirement of the bond; discovery 
depletion (abolished); accounts and notes receivable. Pro-
posed reduction in the corporation normal tax rate to 25 per 
cent was later postponed. Changes and .modifications also 
were made in connection l·ri th requirements and filing dates 
for declarations of estimated tax; scholarships and fellow-
ships; meals and lodging; dividends in appreciated pro perty; 
stock dividends and stock rights; stock redemptions; re-
demptions to pay death taxes; penalty on unreasonable surplus 
\ 
accumulations; tax on personal holding companies; consolidated 
returns; regulated investment companies; partners and partner-
ship s; op t ions; short sales; accrual of real property taxes; 
reli ef for 'bunched '' compensation; estates and trusts; estates 
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